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It is a pleasure to appear before you today to tal k about

| ndependent System Operators (1SGs) and their possible role in
the restructuring of the electric utility industry. | knowit is
an area of intense interest at both the State as well as the
Federal |evel.

My remarks today are | oosely organi zed around five general areas:
1. Alittle history about 1SO policy at the FERC

2. 1SO devel opnent in the wake of FERC s Open Access
Rule for Electric Transm ssion;

3. The basis for FERC s jurisdiction over |SGCs;
4. Wy we believe 1SCs are a good idea; and
5. Sone of the upcom ng issues we wll face.

|"d then be happy to address any questions you nay have.

A Short History -- Order 888

About two years ago, the FERC i ssued an inportant new regul ation
designed to bring conpetition to the whol esal e power nmarket and
deal with the problemof stranded costs. That regulation (O der
888) required all public utilities that own, control, or operate
transm ssion facilities used in interstate comrerce to file non-
di scrimnatory, open access transmssion tariffs with the FERC

The Comm ssion was concerned that vertically-integrated utilities
could use their ownership of transm ssion facilities to favor
their own generation. To prevent this, Oder 888 required
"functional unbundling” of whol esal e generation and transm ssion
servi ce.



Functional unbundling requires a utility to:

1. Quote separate rates for whol esal e generati on and
transm ssi on service;

2. Take whol esal e (and unbundled retail) transm ssion
service under its own transm ssion tariff;

3. Provide and rely upon sane tine access to transm ssion
information -- through the OASIS.

But we faced a dilema of what to do with power pools. Power
pool s are conpl ex power sal es arrangenents under which nultiple
utilities agree to share (or pool) their generating resources.
There are many different kinds of power pools, but, by
definition, they generally include favorable transm ssion
arrangenents for nenbers of the power pool to trade electric
energy with one another. W wanted to preserve the substanti al
benefits and cost savings associated with existing power pools.
But we also wanted to find a way to ensure that the transm ssion
arrangenments in the pooling agreenents did not provide a | oophol e
around the non-discrimnation requirenents of Order 888.
Accordingly, in Order 888, the Conm ssion directed that existing
power pools reformtheir agreenents in a manner that would ensure
open nenbershi p and non-di scrimnatory transm ssion access to al
whol esal e mar ket partici pants.

The Comm ssi on suggested that one way for existing power pools to
conply with the open access requirenents of Order 888 woul d be

t hrough the formation of I|Independent System Operators. |SGOs
provide a way for public utilities to “operationally unbundle” by
transferring operation and control of transm ssion assets to an

i ndependent entity. |In that sense, |SGCs represent sonewhat of a
m ddl e ground between functional unbundling (as | descri bed
earlier) and corporate divestiture.

The Comm ssion set out eleven principles for the major power
pools to followin formng SCs. | have included those el even
principles as an attachnent to ny prepared statement. The el even
princi ples focus on issues such as | SO governance, operationa
control, transmssion reliability, and transm ssion pricing.



Devel opnents Since 888

Since Order 888, the Conmm ssion has recei ved and acted on | SO

filings by each of the three major power pools -- the
Pennsyl vani a- New Jer sey- Maryl and Power Pool, the New Engl and
Power Pool, and, nost recently, the New York Power Pool. These

were each in the nature of conpliance filings to satisfy the non-
di scrim natory open access requirenents inposed by Order 888.

But we are seeing |SCs continue to develop in other contexts, as
well. For exanple, sone utilities are formng |1SGCs at the urging
of their state corporation comm ssion or their state |egislature.
Texas and California were the first two States to require their
utilities to transfer operational control of their transm ssion
systens to an | SO

O her utilities are voluntarily formng 1SCs for a variety of
reasons. Sone because they see it as maki ng good busi ness sense
in the brave new world of conpetitive generation. Qhers see |ISO
formation as inevitable and sinply hope to play a greater role in
shaping the type of institution that devel ops. Watever the
reason, there are on going discussions in al nost every region of
the country. 1In the materials | distributed, | have included a
list (as well as a map) that shows the extent of SO activity.

In all, FERC has approved four 1SCs. The M dwest proposal is
pendi ng. And several other proposals are under discussion around
the country.

FERC Juri sdi cti on

What is FERC s role in all of this beyond havi ng encouraged the
formation of 1SCs in Order 8887? FERC s authority to conpel
utilities to formI1SOs is, at best, unclear. Indeed, in

testi mony before Congress, our Chairman specifically asked the
Congress to:

clarify the Conm ssion's authority to order

establishment of, and participation in, regional

transm ssion institutions such as 1SCs. 1SCs clearly

are interstate institutions that can significantly

enhance the conpetitive bul k power market as well as

retail markets. . . . | recomrend that any |egislation
| eave the Commi ssion with sufficient flexibility
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to take into account the regional needs and historical
structure of the transm ssion systemin various parts
of the country.

However, once the decision is made to forman | SO FERC has

undi sputed authority over two things. First, under section 203
of the Federal Power Act, the Conm ssion nust approve the
transfer of ownership or control over transmssion facilities to
anot her entity. For exanple, before Virginia Power could
transfer operational control of its transmssion grid to an

i ndependent system operator, FERC would have to approve the
transfer of transmssion facilities.

Second, upon formation, an 1SOis subject to rate jurisdiction at
the FERC. That is, the rates, terns, and conditions under which
an 1SOw Il provide interstate transm ssion service nust be filed
and approved by the FERC under section 205 of the Federal Power
Act (and simlarly would be subject to conplaint procedures under
section 206 of the Federal Power Act).

Why are we encouraging | SCs?

First and forenost from our perspective, |1SCs have the ability to
facilitate good open access transmssion. By placing all of the
transm ssion facilities in a sufficiently |large regi on under
comon control, 1S0Cs can unify and standardi ze the ternms and
conditions of transm ssion service across the region. Mre
inmportantly, an I SO can provide a platformfor nore efficient
pricing of transm ssion service -- internalizing |oop flow

probl ens, elimnating rate pancaking, and permtting regional
managenent of congestion. An |ISO can even be a forumfor
identifying and relieving transm ssion constraints and
recomendi ng needed expansions to the transm ssion grid.

Second, | believe that |1 SOs are a good tool for addressing

resi dual vertical market power problenms. Transferring
operational control of transmssion facilities to a truly

i ndependent system operator can ensure that decisions regarding
who gets to use the transm ssion systemare nmade in a non-

di scrimnatory fashion wi thout regard to who owns the generating
resource. | would note that the Comm ssion has received nunerous
conplaints alleging that sonme utilities are continuing to use
transm ssion systens in ways that favor their own sal es of
generation. In that sense, 1SCs clearly go further than the
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functional unbundling requirenments of Order 888, sinplify issues
related to policing standards of conduct, and |imt the

opportunity of transm ssion owners to exclude conpetitors in the
bul k power market.



Finally, 1SCs can help pronote fully conpetitive power markets,
allow ng greater reliance on market-based power rates. [|SGCs can
expand t he universe of avail abl e generation suppliers, encourage
greater market entry by non-traditional suppliers, and facilitate
tradi ng opportunities. As states continue experinenting with
retail conpetition, | believe |1SOs have the potential to play a
critical role in making retail conpetition succeed.

Emer gi ng | ssues

Wth regard to energing issues, let nme assure you that we have
nore questions than answers at this point. To begin devel oping
answers to these questions, we have held a series of technical
conferences -- beginning with a two-day conference at our offices
i n Washi ngton on April 14-15 -- and foll owed up by seven regional
conferences held around the country which we concluded | ast nonth
-- including one here in R chnond. The |evel of interest and
participation in these conferences has been astoundi ng.
Transcripts of all of the proceedings are available on the

| NTERNET. (1 have included directions for howto access FERC s
home page and how to retrieve the transcripts electronically, if
you are interested.)

|1’d like to touch briefly on some of the issues that have been
presented which we hope that industry and market participants can
hel p us sol ve.

Si ze | ssues

From a regi onal perspective, just how big does an | SO
need to be? Wthout the authority to order mandatory
participation, what should we do about |1SCs that are
too small? O where there are "hol es" because certain
transm ssion owners in a region refuse to participate?
Are there natural geographic boundaries for an | SO and
shoul d those boundari es necessarily correspond with the
geographic markets for tradi ng power?



Gover nance | ssues

How do we ensure full participation by all market

pl ayers in devel oping I SO rul es and protocols while
protecting the legitimate rights of transm ssion
owners? Wiich is better, an "interested" |SO governing
board of stakeholders or a disinterested board? W're
seeing both nodels in filings at the Comm ssion. How
should the voting rules be structured to ensure that
future decisions are made in a fair and non-

di scrim natory manner?

Pricing |ssues

Many of the benefits | have associated with |1SCs are
very dependent upon getting the transm ssion pricing
right. But there are many difficult issues involved in
trying to achieve regional transm ssion pricing reform
even though ISCs may be the only way to achi eve sone of
these reforns. Sonme |SCs are asking the Comm ssion for
additional flexibility with regard to the terns and
conditions of transm ssion service. Qhers are
concerned with establishing appropriate incentives for
the construction of new facilities. Still others are
focused on mnimzing the disruption associated with
cost-shifting.

Control |ssues

Clearly, an 1 SO needs the authority to operate the
transm ssion system But does that mean that the I SO
must al so di spatch generation? Does effective
operation of an | SO depend on the operation of sone
form of market clearing power exchange? Wat role
should 1SGCs play in ensuring transm ssion system
reliability? Should they act as security coordi nators?
Wiile some | SCs may voluntarily assunme sonme of these
responsibilities, should we require that all |1SGCs take
on such additional responsibilities?



Monitoring |ssues

Is it appropriate to have | SCs gather information to
hel p ensure that markets are functioning well? Are

t here market power disputes or issues that an |1SO could
resolve in the first instance and avoi d havi ng such
probl ens conme to the FERC or to state Conm ssions for
resol ution?

" St eppi ng Stone" |ssues

We’ve heard fromsonme that 1SOs are nerely an
interesting diversion on the way to a nore fundanent al
institutional restructuring and that the “end gane”

will require sone formof corporate divestiture. For
exanple, a major utility holding conpany in the South
IS proposing to spin off its transm ssion assets to an
affiliated “transco.” Qhers argue that form ng an | SO
is just too difficult and that something | ess than an

| SO, such as formation of an independent tariff

adm ni strator, is appropriate.

| warned you that the Conm ssion had nore questions than answers.
For the time being, | believe the eleven |ISO principles from
Order 888 are still a relevant starting point for working our way
t hrough many of these difficult issues. But those principles

w || undoubtably need to be re-interpreted and adapted as we

| earn nore -- in particular to accommodate an | SO whi ch spans
multiple utilities that have not operated historically as a
single control area.

In closing, | would add that these are challenging i ssues at both
the Federal and state level. | appreciate the opportunity to
share a little bit of FERC s perspective on 1SGCs. | can assure

you that the Conm ssion is commtted to an active partnership
with the states on these and other issues. W clearly have a | ot
of work ahead of us as we try to get a better handl e on
identifying market power problens, resolving areas where state
and Federal jurisdiction overlap, and defining an appropriate
role for 1SOCs in the restructured electric utility industry.

|"d be happy to address any questions you nmay have.



